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VADs, VARs, and Authorized DealersDo the Franchise Laws Apply to the
Computer Industry?
by
KENNEDY A. BROOKS*

Introduction
"Those to be notified are ... all franchisers (sic) whose products
defendant merchandises, including IBM, EPSOM (sic), A TT (sic), and
APPLE, and all other major suppliers.""1

Thus did one appellate court answer the question: computer manufacturers that authorize dealers to sell their products are franchisors.
Fortunately for the named manufacturers, this case did not involve them,
and this language was not dispositive of any legal issue in the case. But
the potential trap remains: an imprudently-designed computer dealer
channel may be a "franchise" within the technical legal meaning of the
term, and the consequences of franchise status can be quite significant.
A complex maze of federal and state laws and regulations awaits the
shortsighted manufacturer, and the costs of noncompliance can be
enormous.
This Article highlights the characteristics of these distribution channels, discusses the elements of a franchise, and describes the legal effects
of being a franchise. Finally, it examines how the features of a VAD/
VAR program may make it a "franchise," and suggests likely consequences of that conclusion.
The Article will not analyze certain related legal considerations,
such as the substantive content of franchise or distributor agreements,
antitrust or trademark issues, or specific state laws that regulate the sale
* B.S.F.S., Georgetown University School of Foreign Service (1971); J.D., University
of Maryland School of Law (1977). Mr. Brooks formerly served as Vice President and Corporate Counsel of MicroAge Computer Stores, Inc. and subsequently represented ComputerLand
Corporation, both of which are international franchisors of computer retail stores and distributors of computer products to those stores. Mr. Brooks is a member of the Forum Committee
on Franchising of the American Bar Association, the Legal-Legislative Committee of the International Franchise Association, and the Computer Law Association.
1. Claybourne v. Si Imsland, 414 N.W.2d 449, 450 (Minn. Ct. App. 1987).
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of business opportunities or of other forms of "seller assisted marketing
plans." 2
I

Characteristics of VAD/VAR Distribution Channels
The diversity of the computer industry has spawned a plethora of
labels for various types of authorized sellers of manufacturers' products.
"Value-added Dealers" and "Value-added Distributors" share the acronym "VADs." "Value-added Resellers" and "Value-added Remarketers"
are both "VARs". Mere "dealers" are labeled "Authorized Dealers" or,
in an unusual breath of fresh air and clarity, "Dealers." Regardless of
the labels, these channels share certain common characteristics in their
business purposes and orientation, and in their creation and management
by manufacturers. For the purposes of this Article, the terms VAD and
VAR will be used interchangeably.
Computer products manufacturers authorize VADs and VARs to
provide certain manufacturer-approved products or services, in a "valueadded" combination, to designated customer classes. The "added value"
provided to customers may include after-sale training for customers in
the use of the computer system, manufacturer-trained VAR employees to
provide customers with warranty or other technical service, and highly
sophisticated applications software and related user support developed
by the VAR.
Most VADs and VARs combine the computer hardware of a single
manufacturer with associated peripheral and software products. The
customer's complete computer system is based, at a minimum, on the
manufacturer's central processing unit (CPU), but the system will often
include other hardware from the same manufacturer. In some cases,
manufacturer-labeled applications software is included and the operating
system is usually manufacturer-specific. The manufacturer specifies or
approves the basic configuration of all major components of the computer system, primarily for technical reasons, although industry standards permit latitude in certain aspects of configuration.
A common and important distinguishing characteristic among
VARs is in the area of applications software. VARs may acquire applications software for their customers from other vendors, including independent software developers and other VARs. The more sophisticated
2.

For a discussion of the implications of franchise and business opportunity laws for

distribution contracts generally, see Lowell and Dienelt, Drafting Distribution Agreements: The
Unwitting Sale of Franchises and Business Opportunities, II DEL. J. CORP. L. 725 (1986). On

the subject of business opportunity laws generally, see Selden, Business OpportunitiesLaws. A
Mouse that Roars?, A.B.A. Forum Comm. on Franchising, Eleventh Annual Forum (1988).
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VARs also internally develop applications software for use in specialized
vertical markets.3 In either case, the software is usually designed for use
with the hardware of a particular manufacturer. Thus, VADs and VARs
are closely tied to the particular manufacturer whose products they
represent.
This close symbiotic relationship lies at the heart of the problem
discussed by this Article: a VAD or VAR whose business is focused on, if
not completely dedicated to, the hardware of a particular manufacturer
is unlikely to resist initial manufacturer demands and even less likely to
resist future shifts in the manufacturer's policies or requirements. The
growth of the computer industry has been fast-paced 4 and manufacturers
need flexibility and freedom from unreasonable contractual constraints in
order to respond to rapidly changing markets. However, this need for
flexibility may place VAD/VARs at a real or perceived disadvantage in
bargaining with manufacturers. Their "agreement" with the manufacturer becomes a "moving target," which is not fully comprehended at the
outset and which is subject to periodic "clarifications" or "policy
changes" by the manufacturer. Though much of this is entirely legal,
permissible, and commercially reasonable, it also breeds misunderstanding, distrust, and conflict. These conflicts between powerful manufacturers and weaker VADs and VARs are the exact types of issues that the
franchise laws were designed to regulate.'
Becoming an Authorized Dealer is not as simple as, for example,
signing a volume purchase agreement for mass-market entertainment
software. VADs and VARs do not simply sign up to offer a manufacturer's products; in practice, VADs and VARs are "qualified" in a process that strongly resembles the purchase of a franchise.6
A typical VAD/VAR application requires comprehensive and detailed information about the applicant: a description of its existing business and business practices; the background and experience of all
employees; a comprehensive business plan; and complete operating, fi3. "Vertical markets" are specialized market segments which have common requirements for a computer system, such as the "legal vertical market" or the "medical vertical
market."
4. One pundit has remarked, "If the automobile industry had kept pace with the computer industry, you could buy a Rolls Royce for $800, it would get 800 miles per gallon, and, if
size was important, you could put 12 on the head of a pin." Overheard at a computer law
symposium.
5. See Statement of Basis and Purpose Relating to Disclosure Requirements and Prohibitions Concerning Franchising and Business Opportunity Ventures Chap. III, 43 Fed. Reg.
59621, 59624 (1978) [hereinafter Statement of Basis & Purpose].
6. There is no reference in this Article to specific manufacturer's forms of VAD or VAR
agreements, because the agreements are confidential and are proprietary information of the
manufacturers.
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nancial, and credit information. The application is designed to test
whether the prospective VAD/VAR is an adequately capitalized and
competently managed business, with qualified personnel who will aggressively represent the manufacturer's product lines. The manufacturer's
application review process can be quite extensive. For example, manufacturers check general business and customer references, as well as obtaining clearance from the U.S. Department of Commerce to confirm the
applicant's continuous compliance with export control regulations.
After detailed review and approval by the manufacturer, an agreement is signed which sets forth the rights and obligations of the parties.
The manufacturers usually authorize VADs/VARs to advertise themselves as "Authorized Dealers" of the manufacturer and to display the
manufacturer's logo, or some form of the logo indicating their status, in
varied forms including storefront signs, business cards, invoices, and
other advertising. Advertising must usually comply with the manufacturer's trademark usage standards and manufacturers may retain the
right to review advertising content for consistency with the manufacturer's marketing programs or themes.7
The agreement typically authorizes the VAD/VAR to operate in a
specific limited territory. Additionally, it may restrict the VAD/VAR to
a specific manufacturer-approved location and require manufacturer's
approval for relocation. Restrictions also may be placed on sale of the
VAD/VAR dealer authorization or its other business assets.
The VAD/VAR's authorization is usually limited to specified product lines within the manufacturer's range of product offerings, with related requirements for specialized sales training and for the employment
of factory-trained technicians who will provide warranty and other product service. Proyision of warranty service is usually a requirement of
VAD/VAR status. Even within authorized product lines, certain specialized vertical market areas may be reserved for the manufacturer's sales
force.
Product purchasing from the manufacturer is the most complex part
of the relationship. The manufacturer may require detailed forecasts of
product purchases, and the supply of products to the VAD/VAR is often
tied to performance quotas. Additionally, the VAD/VAR must meet
spare parts inventory requirements to retain warranty service
certification.
Manufacturers also impose a variety of performance criteria on the
VAD/VAR which they must meet to maintain authorized status. One
7. Advertising may include the Yellow Pages or other regional cooperative display ads
listing all authorized dealers in a market area.
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common performance criterion is a sales quota.8 Sales quotas assume
many forms: dollar volume amounts of sales to end-users; dollar volume
of inventory purchases from the manufacturer or from approved suppliers; or straight number-of-unit sales. The type of sales quota selected
depends on the manufacturer's objectives. 9
Manufacturers also restrict the sale of products purchased for inventory in several ways. Sales are almost always confined to end-user customers." ° Wholesale sales to other authorized VADs or VARs may be
prohibited, and sales to unauthorized resellers or distributors are always
prohibited. Without specific prior permission from the manufacturer, international sales are usually prohibited. After a sale, a VAD or VAR is
usually required to provide detailed reports to the manufacturer, identifying the customer and the computer system sold to that customer.
Manufacturers provide sales and marketing assistance to their
VADs and VARs in an endless variety of forms. Advertising, whether
manufacturer-paid or manufacturer-assisted cooperative advertising, is
an important example. Joint sales calls, especially on large or national
customer accounts, serve mutual interests and strengthen the image of
the VAR in the eyes of its customers. Manufacturers' market research
and product development provide important support to VADs and VARs
as small businessmen.
As a method for retaining flexibility in the evolution of the working
relationship between the VAD/VAR and the manufacturer, the agreement typically includes a provision for reference to a unilaterally updated
manual or series of "Dealer Bulletins." These provide additional detail
about the manufacturer's policies and programs.
The characteristics of the VAD/VAR assistance programs offered by
computer manufacturers vary. Some programs are as simple as special
volume purchase incentives for a particular model or class of product;
these programs may be short-term price promotions or "sales contests"
to encourage participation. Other programs are pure quota modifications, and the penalties for failure can be significant, up to and including
termination of the authorized status of the VAD or VAR.
Every manufacturer has a different concept of what is important for
its VAD/VAR channels to achieve, and these concepts often shift with
8. The agreement may provide for periodic adjustment of the quota.
9. For example, the dollar volume of sales to end-users quota can be used by manufacturers trying to achieve market share. In contrast, the volume of inventory purchases quota
serves a purely financial objective. Unit sales quotas are used by manufacturers seeking pure
volume sales to achieve market share objectives or to alleviate the impact of product
obsolescence.
10. See, e.g., American Business Systems, Inc. v. Panasonic Industrial Co., Inc., 867 F.2d
1426 (5th Cir. 1989).
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such variables as product obsolescence, new product introductions, interbrand competition, manufacturer financial results, and stock prices.
There is no standard form of VAD/VAR agreement. As the evolution of the distribution of computer products keeps pace with the industry, certain features have been thoroughly tested and have emerged as
standard. But the relative strengths and combinations of these features
in a particular agreement are as different as each manufacturer's business
objectives and legal drafting style. Every one is different and constantly
changing.
II
Franchising
Whether a particular distribution relationship constitutes a
franchise is a question of technical, legal definition. If a particular relationship fits the definition, then it is a franchise, regardless of what the2
1
parties label it. Entities labelled "distributors,"'I "authorized dealers,'
"direct dealers,"'13 and parties operating pursuant to a "system brokers
agreement"' 4 or a "management agreement"' 5 have all been determined
to be franchises in reported decisions.
Although the question is a matter of law, rather than fact,' 6 considerable factual inquiry may be required to determine if the particular relationship is a "franchise." Comprehensive review of all aspects of the
distribution relationship, in light of the features and factors discussed in
this Article, combined with careful planning, may enable a manufacturer
to avoid coverage of the franchise laws. If the manufacturer's business
objectives cannot be satisfied by restructuring the channel to avoid coverage, then thoughtful design and preparation of the VAD/VAR agreement, as well as its related compliance program, is essential.
A.

What is a Franchise?

There is no universal agreement about what constitutes a
franchise. 1' At the most basic level, "franchising is a method of doing
11.
12.
13.
14.
Binder]
15.

Modern Computer Sys., Inc. v. Modern Banking Sys., 871 F.2d 734 (8th Cir. 1988).
American Business Interiors, Inc. v. Haworth, Inc., 798 F.2d 1135 (8th Cir. 1986).
Boat & Motor Mart v. Sea Ray Boats, Inc., 825 F.2d 1285 (9th Cir. 1987).
Commonwealth of Virginia v. American Trade Exchange, Inc. [1987-1989 Transfer
Bus. Franchise Guide (CCH) 9267 (Va. Corp. Comm. June 27, 1988).
Brenkman v. Belmont Marketing, Inc., 89 Ill. App. 3d 1060, 1061, 410 N.E.2d 500,

502 (1988).
16. See, e.g., Kania v. Airborne Freight Corp., 99 Wis. 2d 746, 762-63, 300 N.W.2d 63,
69-70 (1981).
17. See generally Statement of Basis and Purpose, supra note 5; Fern, The Overbroad
Scope of FranchiseRegulation: A DefinitionalDilemma, 34 Bus. LAW. 1387 (1979).
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business or a method of distribution."' 8 Fundamentally, a franchise exists where a franchisor licenses its name or trademark on condition that
the licensee conform its business operations to the franchisor's standards,
at least when they are related to the trademark.' 9
In a basic franchise relationship, a franchisee, operating under a
franchisor's trademark, offers goods and services to the public in accordance with quality standards set by the franchisor. The franchisor
promises to provide significant assistance to the franchisee in the operations of its business and may exercise significant control over such operation. In exchange for this assistance, the franchisee makes certain
required payments to the franchisor. Thus, there are three basic elements to these types of franchises:
1. use of the franchisor's trademark in the distribution of goods or
services in accordance with the franchisor's quality standards;
2. significant assistance to, and significant control over, the operation
of the franchisee's business by the franchisor; and
3. required payments by the franchisee to the franchisor.
Legal analysis of any particular distribution arrangement must include both federal and state law. As will be discussed below, the Federal
Trade Commission's Trade Regulation Rule (the "FTC Rule") 20 applies
throughout the United States and, if the FTC Rule definition applies to a
distribution arrangement, then the requirements of the Rule must be satisfied by the manufacturer. The FTC Rule permits states to adopt more
stringent regulatory schemes and certain states have done so. Those
state laws will apply only to franchises in or sold to residents of that
state.
Thus, two levels of regulation must be examined. It is possible for a
distribution arrangement to fall outside the definition under the FTC
Rule, but to still be within the definitions and regulatory requirements of
one or more states. Although the same general principles apply in all
these regulatory systems, small differences can be crucial to a final decision regarding whether a particular manufacturer's distribution arrangement is a "franchise" arrangement which must comply with the rules in
a particular state.
It is also important to bear in mind that this area of law, like all
others, is an evolving one. As plaintiffs seek additional remedies, the
scope of legal definitions may be expanded by courts to provide the basis
for the remedy. This is why careful and continuing consideration of all
18. See Statement of Basis & Purpose Chap. II, supra note 5, at 59623.
19.' Id.
20. Disclosure Requirements and Prohibitions Concerning Franchising and Business Opportunity Ventures, 16 C.F.R. §§ 436.1-.3 (1989) [hereinafter FTC Rule].
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applicable definitions is necessary: to assure that the important structural
questions have been resolved on a highly-informed basis.
B. The FTC Rule
The FTC Rule follows the general definition of a franchise, only in
more detail:
(a) The term "franchise" means any continuing commercial relationship created by any arrangement or arrangements whereby:
(1)(i)(A) a person (hereinafter "franchisee") offers, sells, or distributes to any person other than a "franchisor" (as hereinafter defined), goods, commodities, or services which are:
(1) Identified by a trademark, service mark, trade name, advertising or other commercial symbol designating another person (hereinafter "franchisor"); or
(2) Indirectly or directly required or advised to meet the quality
standards prescribed by another person (hereinafter "franchisor")
where the franchisee operates under a name using the trademark, service mark, trade name, advertising, or other commercial symbol
designating the franchisor; and
(B)(1) The franchisor exerts or has authority to exert a
significant
degree of control over the franchisee's method of operation, including
but not limited to, the franchisee's business organization, promotional
activities, management, marketing plan, or business affairs; or
(2) The franchisor gives significant assistance to the franchisee in
the latter's method of operation, including, but not limited to, the franchisee's business organization, management, marketing plan, promotional activities, or business activities; Provided however, That
assistance in the franchisee's, promotional activities shall not, in the
absence of assistance in other areas of the franchisee;s method of operation, constitute significant assistance; Or
(ii)(A) A person (hereinafter "franchisee") offers, sells, or distributes to any person other than a "franchisor" (as hereinafter defined)
goods, commodities, or services which are:
(1) Supplied by another person (hereinafter "franchisor"), or
(2) Supplied by a third person (e.g., a supplier) with whom the
franchisee is directly or indirectly required to do business by another
person (hereinafter "franchisor"); or
(3) Supplied by a third person (e.g., a supplier) with whom the
franchisee is directly or indirectly advised to do business by another
person (hereinafter "franchisor") where such third person is affiliated
with the franchisor; and
(B) The franchisor:
(1) Secures for the franchisee retail outlets or accounts for said
goods, commodities, or services; or
(2) Secures for the franchisee locations or sites for vending machines, rack displays, or any other product sales display used by the
franchisee in the offering, sale, or distribution of said goods, commodities, or services; or
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(3) Provides to the franchisee the services of a person able to secure the retail outlets, accounts, sites or locations referred to in
paragraphs (a)(1)(ii)(B)(1) and (2) of this section; and
(2) The franchisee is required as a condition of obtaining or commencing the franchise operation to make a payment or a commitment
to pay to the franchisor, or to a person affiliated with the franchisor.2 1

As defined in the FTC Rule, there are three general types of
franchises: "package," "product," and "business opportunity" franchises.2 2 Package, or "business format," franchises and product
franchises are the best known varieties. Examples of package franchises
are the familiar fast-food and convenience stores that dot the globe.
Product franchises, such as automobile dealerships or gasoline stations,
are closely related to the products of a single manufacturer. However, as
one commentator has noted, there are businesses, such as ice-cream parlors, that combine the formal aspects of a package franchise with the
merchandise aspect of a products franchise, and in these instances the
distinction is "more academic than legally significant."2 3
The FTC Rule also regulates the sale of business opportunity
franchises, which are defined to include the following three elements:
1. The franchisee sells goods or services supplied by the franchisor,
or by a third party supplier with whom the franchisor requires it
to deal;
2. The franchisor provides significant assistance, or provides the services of another to provide such assistance, in securing locations,
outlets, or accounts for the franchisee's operation of its business;
and
3. The franchisee is required to pay the franchisor in order to engage
in the business.2 4
In contrast to the "pure" package or product franchise, a business
opportunity under the FTC Rule is not necessarily associated with the
franchisor's trademark, but is defined in terms of the distribution of
goods, which may or may not be trademarked goods. Common examples are newspaper rack jobbing ventures and vending machine routes.
The product supply element can be satisfied by direct or indirect requirements that the franchisee purchase goods from the franchisor or from
approved suppliers.2 5
21. Id. at § 436.2.
22. See Disclosure Requirements and Prohibitions Concerning Franchising and Business
Opportunity Ventures; Promulgation Final Interpretative Guides, 44 Fed. Reg. 49966 (1979)
[hereinafter Final Guides].
23. M. FERN, ESTABLISHING AND OPERATING UNDER A FRANCHISE RELATIONSHIP, 18
Bus. LAW MONOGRAPHS § 1.02 [1] (1986).

24. See Final Guides, supra note 22, at 49968.
25. See, e.g., Informal FTC Staff Advisory Opinion to Coin-Op Sales Co., Inc., Bus.
Franchise Guide (CCH) 6394 (Oct. 19, 1979).
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The fee element of the business opportunity franchise is identical to
the fee element for package or product franchises.2 6
In business opportunity franchises, the most important element is
the franchisor's "significant assistance." Almost any type of assistance
would satisfy the requirement under the FTC Rule.27 For example, a
manufacturer who provided some important assistance in obtaining customers for the franchisee would satisfy the definitional requirement, even
if the manufacturer did not do everything necessary to get the new customer. Indeed, even mere offers of assistance may be sufficient.2 s
A recent FTC Staff Advisory Opinion makes it clear that manufacturers cannot avoid the impact of the FTC Rule by merely disclaiming a
particular element. 29 In that case, a magazine publisher argued that because its assistance was optional, the FTC Rule should not apply. The
FTC Staff, however, advised that the program was a franchise because
the manuals it provided to its prospective "Associate Publishers" gave
considerable guidance. These manuals included:
1. a 200-page "Operations Manual," which included guidance "in all
aspects of the business (including accounting and billing, personnel

management, distribution procedures, production techniques, sales
management, and advertising sales techniques)";
2. a 12-page "New Market Development" training kit for opening
the new business location;
3. a 100-page "Advertising Sales" manual; and
4. a special "Sales Certification" program with accompanying 50page manual. 30

On the basis of this program, the FTC staff had no difficulty finding that
the assistance element of the FTC Rule definition was satisfied and that
the disclosure obligation of the FTC Rule had to be met.
Manufacturers must remember that the FTC Rule applies throughout the United States, regardless of whether state laws apply to a particular distribution arrangement. FTC enforcement procedures are set forth
in the Franchise Rule Enforcement Protocol, 31 which describes factors
considered in the FTC's decisions about whether to take enforcement

action. Violations of the FTC Rule are "unfair or deceptive acts" in violation of Section 5 of the Federal Trade Commission Act.32
26. See Statement of Basis and Purpose, supra note 5.
27. See, e.g., Informal FTC Staff Advisory Opinion to Garcia Marketing, Bus. Franchise

Guide (CCH) 6415 (May 29, 1980).
28. See, e.g., Informal FTC Staff Advisory Opinion to Craft World International, Inc.,
Bus. Franchise Guide (CCH) 6439 (May 16, 1983).
29. Informal FTC Staff Advisory Opinion to Travelhost Magazine, Inc., Bus. Franchise
Guide (CCH) 6444 (Mar. 2, 1989).
30. See id.
31. 16 C.F.R. § 14.17 (1989).
32. Federal Trade Commission Act, 15 U.S.C. § 45 (1988).
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C. State Law
State laws are another source of franchise laws that computer manufacturers must consider. Some states define a franchise in the context of
their registration and disclosure laws, and others define it in their relationship/termination statutes.33 These definitions fall into two broad categories: the "marketing plan" category3 4 and the "community of
interest" category.35 Virginia's law applies only to "retail franchises"
without further elaboration.36
The common elements in all of these definitions are essentially similar to the FTC Rule definition. They include:
1. use of the franchisor's trademark in association with the distribution of goods and services; and
2. the payment of fees by the franchisee to the franchisor.
The distinguishing elements are the existence of a marketing plan "prescribed in substantial part by the franchisor" or the existence of a "community of interest" between the franchisee and the franchisor. The
differences will be discussed in more detail below.
D. The Elements of a Franchise
Analysis of any distribution system must refer to both federal and
state law. The following discussion of each element of the definition of a
franchise will refer to both areas.
1. The Trademark Element
The trademark element is usually the most easily satisfied of the
three elements of a franchise. The FTC has advised that, absent an express prohibition of the use of a manufacturer's marks,3 7 an inference of
a possibility of use could be drawn that would satisfy this element. 3 8 In
most states, the manufacturer's trademark must be "substantially associated" with the distributor's business.3 9 However, the mere granting of a
33. See infra Parts III E(l) and (2), respectively.

34. The following states' statutes fall into the marketing plan category: California, Illinois, Indiana, Maryland, North Dakota, Oregon, Rhode Island, and Wisconsin. Michigan
and New York use variations of this category. See infra notes 118, 128 for the respective state
statutes.
35. The following states use a community of interest test to determine the existence of a
franchise: Hawaii, Minnesota, South Dakota, Washington, and Wisconsin. See id.
36. Virginia Retail Franchising Act, VA. CODE ANN. §§ 13.1-557 to -574 (1985). See also
Erdmann v. Preferred Research, Inc. of Georgia, 852 F.2d 788 (4th Cir. 1988).
37. Informal FTC Staff Advisory Opinion to Permagraphics International, Inc., Bus.
Franchise Guide (CCH) T 6433 (Sept. 21, 1982).
38. Informal FTC Staff Advisory Opinion to U.S. Marble, Inc., Bus. Franchise Guide
(CCH) 1[6424 (Oct. 9, 1980).
39. E.g., California, Illinois, Indiana, Maryland, Michigan, New York, North Dakota,
Rhode Island, Virginia, and Wisconsin. See infra note 118 for the respective state statutes.
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right to use the manufacturer's name, even if the name or trademark is
never actually used, may satisfy this requirement. 40
In situations where the franchisor's trademark is prominently displayed outside stores, on the labels of containers for the manufacturer's
products, and on the manufacturer's products themselves, the trademark
element has been easily satisfied. 4 Under the guidelines issued by the
California Department of Corporations (the "California Guidelines"),
permission to display the manufacturer's logo in dealings with customers
satisfies this element.4 2
The following are examples of simple marketing activities that utilize the franchisor's trademark and which will satisfy the trademark element of the definition:
* the manufacturer's registration of its name with the Secretary of
with the granting of a right to sell
State in conjunction
3
memberships;
" the manufacturer's "encouragement" of a distributor to use its
trademark;"
* the manufacturer's characterization of its products as being "instantly recognized" 45in the marketplaces as a result of association
with its trademark;
* the manufacturer's permission to place a distributor's name, business address, and telephone number on the manufacturer's catalogs
displaying the manufacturer's logo;
banners,
* the display of the manufacturer's logo on dealer's posters,
47
flags, advertising, and other promotional materials;
• the required use of the manufacturer's logo in an optional cooperative advertising program managed by the manufacturer.48
The use of an otherwise descriptive phrase with the "TM" designation may convert an otherwise innocuous marketing tool into a trademark license sufficient to satisfy this element. 49 However, where there is
40. See, e.g., Martin Investors, Inc. v. Vander Bie, 269 N.W.2d 868 (Minn. 1978); RJM
Sales & Marketing, Inc. v. Banfi Products Corp., 546 F. Supp. 368 (D. Minn. 1982).
41. Kealey Pharmacy & Home Care Service, Inc. v. Walgreen Co., 761 F.2d 345 (7th Cir.
1985). See also Master Abrasives Corp. v. Dean Williams, 469 N.E.2d 1196 (Ind. App. 1984).
42. California Offers Guidelines to Define "Franchise" [1980-1983 Transfer Binder] Bus.
Franchise Guide (CCH) 7558 (1980) [hereinafter California Guidelines]. See also American
Business Interiors, Inc. v. Haworth, Inc., 798 F.2d 1135 (8th Cir. 1986).

43. Brenkman v. Belmont Marketing, Inc., 87 Ill. App. 3d 1060, 410 N.E.2d 500 (1980).
44. Carlos v. Philips Bus. Sys. Inc., 556 F. Supp. 769 (E.D.N.Y. 1983).
45. Lobdell v. Sugar 'N Spice, Inc., 33 Wash. App. 881, 658 P.2d 1267 (1983).
46. Wilburn v. Jack Cartwright, Inc., 514 F. Supp. 493 (E.D. Wis. 1981), rev'd, 719 F.2d
262 (7th Cir. 1983).
47. In re KIS Corp. [1986-1987 Transfer Binder] Bus. Franchise Guide (CCH) 8731
(Wis. Sec. Comm'n Dec. 24, 1986).
48. Id.
49. Huebner v. Sales Promotion, Inc., 52 Wash. App. 688, 763 P.2d 1237 (1984).
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a lack of privity between the trademark owner and the distributor, the
element usually will not be satisfied.5 °
Under the FTC Rule and most state law definitions, the trademark
element is easily satisfied by most VAD/VARprograms. A VAD or VAR
operating as "an authorized dealer of Widget Computers" is clearly using Widget, Inc.'s trademark in the sale of Widget's goods and/or services. In the absence of an express prohibition against using Widget Inc.'s
marks, the FTC Rule requirement will be met. Under state registration
laws, more "substantial association" with the mark may be required, but
that higher level of saturation probably is easily satisfied in a commercial
setting where the manufacturer relationship is fundamental to the VAR's
relationship with its customers.
2. The Fee Element
This element can include a variety of initial payments that the distributor must make to the manufacturer for the right of affiliation. In a
typical franchise, this is an initial license fee for the rights received from
the franchisor, including trademark and know-how licenses, and payment for assistance from the franchisor in the startup and in the ongoing
operation of the franchisee's business.
The fee element of the FTC Rule definition is satisfied if a payment
in excess of $500 is required within six months of the date of the agreement between the franchisor and franchisee. Under the FTC Rule, only
two types of payments are not required payments: (i) if a payment is
truly not required by the contract or (ii) if the payment is for a reasonable quantity of inventory at bona fide wholesale prices.
Examples of payments satisfying the fee element of the FTC Rule
definition include:
* rental payments;
* payments for advertising assistance or promotional materials;
" required purchases of inventory or supplies from the manufacturer
or a third-party supplier;
* payments for training (but excluding
costs of attendance);
51
* deposits for security or escrow.
A distribution agreement that requires an initial payment for the
right to enter into the agreement, 52 or that requires supplemental pay50. Muha v. United Oil Co., Inc., 180 Conn. 720, 433 A.2d 1009 (1980).
51. FTC Rule, supra note 20, at § 436.2(a)(2).
52. See, e.g., Master Abrasives Corp. v. Dean Williams, 469 N.E.2d 1196 (Ind. Ct. App.
1984).
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ments on the basis of the distributor's wholesale sales also may satisfy
this element.5 3
Payments which do not outwardly resemble a franchise fee may nevertheless qualify as one. Hidden fees in the form of miscellaneous
charges may qualify as franchise fees. Examples include:
" charges for the cost of finding retail locations for
5 4 the manufacturer's product racks and the costs of advertising;
* required purchases of trademarked motor oil, tires, batteries, and
other products from the manufacturer or from approved suppliers; 55 and
" charges of percentage leases in excess of the fair market value of the
real property combined with an excess royalty for mini-mart
loca56
tions that refused to remain open twenty-four hours.

Direct payments for the purchase of a manufacturer-authorized
business from a predecessor in interest may also constitute a franchise
fee. In one case, an insurance company's district manager paid an
agency purchase price to a former district manager, and paid advertising
fees, agent subsidies, and a bond for office staff; this was held to be a
franchise fee within the meaning of the Minnesota franchise act. 7 However, a payment to a former district manager for business records, goodwill, tools, parts, and unbilled maintenance agreements was held not to
be a fee in Washington.5" A subsequent Minnesota case explicitly held
that a purchase price did not constitute a franchise fee within the meaning of the Minnesota act. 59 However, the payment of "security deposits"
by sales managers of retail locations, which are refundable in full upon
the satisfactory completion of duties in operating a company-owned
store, is not a franchise fee, because there is no business risk to the
manager.6 °
Ordinary and necessary business expenses have been held not to
constitute franchise fees. These include:
61
* business expenses in conjunction with mandatory62training;
merchandise;
* "handling fees" for manufacturer's
53. Luzim v. Phillips [1987-1989 Transfer Binder] Bus. Franchise Guide (CCH) 9020
(E.D.N.Y. Dec. 10, 1987).
54. Lobdell v. Sugar 'N Spice, Inc., 33 Wash. App. 881, 658 P.2d 1267 (1983).
55. Blanton v. Mobil Oil Corp., 721 F.2d 1207 (9th Cir. 1983).
56. Craig D. Corp. v. Atlantic-Richfield Co., 45 Wash. App. 563, 726 P.2d 66 (1986).
57. McDonnell v. Farmers' Ins. Exch., 538 F. Supp. 512 (D. Minn. 1982).
58. Laurence J. Gordon, Inc. v. Brandt, Inc., 554 F. Supp. 1144 (D. Wash. 1983).
59. Schultz v. Onan Corp., 737 F.2d 339 (3d Cir. 1989).
60. A security deposit that was "fixed, protected and recoverable" upon the satisfactory
termination of employment was held not to constitute a franchise fee. Moore v. Tandy Corp.,
631 F. Supp. 1037 (W.D. Wis. 1986), afl'd, 819 F.2d 820 (7th Cir. 1987).
61. Siedare Assoc. Inc. v. Amperex Sales Corp. [1980-1983 Transfer Binder] Bus.
Franchise Guide (CCH) 7732 (D. Minn. July 20, 1981); Schultz, 737 F.2d 379.
62. Premier Wine & Spirits v. E&J Gallo Winery, 644 F. Supp. 1431 (E.D. Cal. 1986).
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payments to a franchisor for promotional material and merchandising charges; 63
* purchases of advertising material; 6 5 and
0 required advertising expenditures.6 5
It should be noted, however, that these state law exceptions may not be
enough to relieve a manufacturer of the need to comply with the FTC
Rule.
Required minimum purchases of inventory, spare parts, and other
inventory-related products may constitute a franchise fee. However, if
inventory purchases are at a bona fide wholesale price, the quantity is
reasonable, and the distributor establishes its own forecast or schedule
for inventory purchases, then such purchases will not satisfy the
franchise fee element.66
The FTC Rule applies only if the initial required payment exceeds
$500 and that amount is paid within six months of the franchisee's commencement of operations. 67 Application of the FTC Rule might be
avoided, therefore, by deferring any required payment, or by structuring
any required payments so that they fall within one of the exceptions discussed below, or are less than $500. However, the $500 threshold will be
of little utility in certain states, where required payments as small as $25
have been held sufficient to satisfy the fee element.6 8
The fee element may be more difficult to establish for some VAD/
VAR programs. Most issues are likely to arise in the area of hidden fees
in required minimum purchases of inventory, spare parts, and other inventory-related expenditures. If the manufacturer sells at greater than a
bona fide wholesale price, or controls the forecast (although this forecast
may be theoretically established by the VAR), or accelerates inventory
purchases against a forecast at a rate greater than the VAR might make
such purchases itself, then the manufacturer may be requiring payment
of a fee, instead of merely controlling its distribution and sales goals.
63. Wine Distrib. v. Canandaigua Wine Co., Inc. [1980-1983 Transfer Binder] Bus.
Franchise Guide (CCH) 7882 (D. Minn. Sept. 27, 1982); RJM Sales & Marketing, Inc. v.
Banfi Products Corp., 546 F. Supp. 368 (D. Minn. 1982).
64. Inland Printing Co. v. A.B. Dick Co. [1987-1989 Transfer Binder] Bus. Franchise
Guide (CCH) 8997 (W.D. Mo. March 18, 1987).
65. OT Industries, Inc. v. OT-Tehdas Oy Santasalo-Sohlberg AB, 346 N.W.2d 162 (Minn.

1984).
66.
8731
67.
68.

See, e.g., In re KIS Corp. [1986-1987 Transfer Binder] Bus. Franchise Guide (CCH)
(Wis. Sec. Comm'n Dec. 24, 1986).
See Final Guides, supra note 22, at 49967.
In re Meadow Fresh Farms, Inc., 333-, N.W.2d 980 (N.D. 1983).
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The Marketing Plan or Significant Assistance Elennt

The "marketing plan" element of the franchise definition is the area
where manufacturers are most .likely to fall unwittingly into the defini tions in the applicable statutes. This element is the FTC Rule's assistance element, but the legal standard under applicable state law may be
somewhat higher: .whether the. marketing plan is "prescribed in substantial part" by the manufacturer.6 9
A prescribed marketing plan may exist not only in the written agreement between the parties; it may be derived from various procedures,
suggestions, or requirements established by the manufacturer in its dealings with the distributor, as well as from custom and usage in the trade
or industry.7 ° Derivation from industry custom and usage may be a
cause of special concern to computer products manufacturers who are
accustomed to exerting a strong degree of control over the operations of
"their" VADs and VARs.
The interpretive guides issued to accompany the FTC Rule (the "Final Guides") provide explicit guidance as to what "types of controls
[and] assistance" satisfy this element. 7 Any one of the following is
sufficient:
* restrictions on business location or sales area;
*
*
"
"
*
*
*
"
*
*
"

furnishing management, marketing or personnel advice;
restrictions on customers;'
formal sales, repair, or business training programs;
furnishing a detailed operations manual;
promotional campaigns requiring franchisee participation or financial contributions;
mandatory personnel policies and practices;
control over production techniques;
establishing accounting systems or requiring accounting practices;
location and site approval;
location design or appearance requirements; and
control over hours of operation.

The California Guidelines describe essentially similar characteristics, and provide general suggestions that:
procedures for inspection by, and reporting to, the franchisor with respect to the Operation of the franchised business, and the right on the
part of the franchisor to take corrective measures, possibly at the expense of the franchisee, are indicative of the franchisor's control and
consequently of a marketing plan prescribed by the franchisor. ...
Significance attaches to provisions (of an agreement) imposing a duty
of observing the licensor's direction or obtaining his approval.72
69.
70.
71.
72.

See, e.g., CAL. CORP. CODE § 31005(a)(1) (West 1989).
California Guidelines, supra note 42.
See Final Guides, supra note 22, at 49967.
California Guidelines, supra note 42.
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As the cases discussed below reveal, the marketing plan element can
be easily satisfied under applicable state law by a relatively modest level
of involvement by the manufacturer in the activities of the distributor.
Although any single form of marketing assistance alone probably would
be insufficient to satisfy the marketing plan element, few, if any, manufacturers offer their distributors only one type of assistance. Any analysis
of this element must be a cumulative review of all types of marketing
programs provided by the manufacturer and the cumulative effect that
such assistance might have on the relationship between the"manufacturer
and its distributor. If it amounts to a level of "significant" control or
assistance, then it may satisfy the marketing plan element of' the
definition.
Examples of assistance which have been held, alone or in combination, to'satisfy the marketing plan element include: 7 3
" required product purchases from the manufacturer;
74
" factory training for distributor personnel;
* required customer training after the sale of the manufacturer's
"

products; 75
an advertising

and promotional

program

operated

by the

manufacturer;
77
* the manufacturer's right to set the distributor's prices;
* the manufacturer's reservation of a right to review78 all advertising
and promotional material used by the distributor;
73. See, e.g., Chase Manhattan Bank v. Clusiau Sales & Rental, Inc., 308 N.W.2d 490
(Minn. 1981). But see Otto v. Synthetic Surfaces, Inc. [1980-1983 Transfer Binder] Bus.
Franchise Guide (CCH) 7707 (Wis. Ct. App. July 23, 1981).
74. E.g., Carlos v. Philips Bus. Sys., Inc., 556 F. Supp. 769, 776-77 (E.D.N.Y. 1983);
Master Abrasives Corp. v. Dean Williams, 469 N.E.2d 1196, 1200 Ind. App. (1984); Commonwealth of Virginia ex rel Y & G Co. [1987-1989 Transfer Binder] Bus. Franchise Guide
(CCH) T 9267 (Va. Corp. Comm'n June 27, 1988).
75. Boat & Motor Mart v. Sea Ray Boats, Inc., 817 F.2d 573 (9th Cir. 1987), modified,
825 F.2d 1285 (1987).
76. See, e.g., In re Meadow Fresh Farms, Inc., 333 N.W.2d 780 (N.D. 1983); Hydro Air
of Conn., Inc. v. Versa Technologies, Inc., 599 F. Supp. 1119 (D. Conn. 1984); Commonwealth of Virginia v. American Trade Exchange, Inc. [1987-1989 Transfer Binder] Bus.
Franchise Guide (CCH) $ 9267 (Va. Corp. Comm'n June 27, 1988) (barter exchange operated
by defendant for its broker's customers); In re KIS Corp. [1986-1987 Transfer Binder] Bus.
Franchise Guide (CCH) t 8731 (Wis. Sec. Comm'n Dec. 24, 1986). But see McKeown Distrib., Inc. v. GypCrete Corp. [1985-1986 Transfer Binder] Bus. Franchise Guide (CCH) 8423
(D. Conn. July 25, 1985) (mere right to approve distributor advertising insufficient to'satisfy
this element).
77. Arnott v.'American Oil Co., 609 F.2d 873, 884 (8th Cir. 1979), cert. denied, 446 U.S.
918 (1980). See also Inland Printing Co. v. A.B. Dick Co. [1987-1989 Transfer Binder] Bus.
Franchise Guide 8997 (W.D. Mo. Mar. 18, 1987) (where this element was missing from the
relationship).
78. In re Meadow FreshFarms,333 N.W. 2d at 785; Hydro Air, 599 F. Supp. at 1124. But
see Blanton v. Mobil Oil Corp., 721 F.2d 1207 (9th Cir.' 1983).
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retains a significant con" other methods by which a manufacturer
79
nection to the end user customer;80
* the establishment of sales quotas;
" any requirement by the manufacturer that the distributor hire any
their attendance at manufacadditional personnel and requiring
turer-sponsored sales meetings;8 1
* requirements that the distributor acquire and maintain certain inventory levels;8 2 and
* requirements that the distributor perform warranty service in accordance to the manufacturer's post-sale specifications. 3
Startup assistance in the location and operation of the business may constitute a form of prescribed marketing plan.8 4

A variety of operating controls in the form of manuals, 5 operating
procedures,8 6 and various specific reporting requirements imposed upon
the distributor, 7 all have satisfied this requirement. The right to audit a
distributor's books may be another form of control in this category. 8

Other miscellaneous types of manufacturer conduct that can constitute a prescribed marketing plan include establishment of territorial
boundaries, 9 the establishment and management of a detailed compensation program for distributors, 90 establishment of the hours of operation
79. Hydro Air, 599 F. Supp. at 1124; Commonwealth of Virginia, etc. v. American Trade
Exch., Inc. (1986-1987 Transfer Binder] Bus. Franchise Guide (CCH) 9267 (Va. Corp.
Comm'n 1988) (barter exchange operated by defendant for its broker's customers).
80. MasterAbrasives, 469 N.E.2d at 1200; Boat & Motor Mart, 825 F.2d 1287; Hydra Air,
599 F. Supp. at 1124.
81. Carlos v. Philips Bus. Sys., Inc., 556 F. Supp. 769 (E.D.N.Y. 1983); Master Abrasives
Corp. v. Williams [1983-1985 Transfer Binder] Bus. Franchise Guide (CCH) 8248 (Ind.Ct.
App. Oct. 23, 1984); Hydro Air, 599 F. Supp. 1119.
82. Carlos, 556 F. Supp. 769; Otto v. Synthetic Surfaces, Inc. [1980-1983 Transfer Binder]
Bus. Franchise Guide (CCH) 7707 (Wis. Ct. App. July 23, 1981); Chase Manhattan Bank v.
Clusiau Sales & Rental, Inc., 308 N.W.2d 490, 492 (Minn. 1981).
83. Carlos, 556 F. Supp. at 776; Boat & Motor Mart, 825 F.2d at 1288.
84. Otto v. Synthetic Surfaces, Inc. [1980-1983 Transfer Binder] Bus. Franchise Guide
(CCH) T 7707 (Wis. Ct. App. July 23, 1981).
85. E.g., Brenkman v. Belmont Mktg., Inc. [1980-1983 Transfer Binder] Bus. Franchise
Guide (CCH)
7554 (Ill.
Ct. App. Aug. 29, 1980); In re KIS Corp. [1986-1987 Transfer
Binder] Bus. Franchise Guide (CCH) 8731 (Wis. Sec. Comm'n Dec. 24, 1986).
86. Otto v. Synthetic Surfaces, Inc. [1980-1983 Transfer Binder] Bus. Franchise Guide
(CCH) 7707 (Wis. Ct. App. July 23, 1981).
87. Carlos, 556 F. Supp. at 777.
88. Consumers Petroleum of Conn., Inc. v. Duhan, 38 Conn. Supp. 495, 498, 452 A.2d
123, 125 (1982) (citing Atlantic Richfield Co. v. Razumic, 480 Pa. 366, 373, 390 A.2d 736, 739
(1978)).
89. Master Abrasives, 469 N.E.2d at 1196; Brenkman, 87 Ill. App. 3d at 1061.
90. In re Meadow Fresh Farms, Inc., 333 N.W.2d 780, 784 (N.D. 1983).
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of the franchise location 9 ' and the provision of financial assistance and
the handling of customer accounts receivable.9 2
abOne court found "no marketing plan" based on the complete
93
sence of the following features from the distribution relationship:
" control over prices;
" establishment of sales quotas;
" right to audit books and inspect records;
" required use of employee uniforms;
* controls over display lighting;
* management training programs;
" financial support; and
" required use of trading stamps.
This list of features, combined with the information in other cases, provides a guideline for manufacturers' marketing programs.
The California Guidelines offer the following, more philosophical
standard:
Whether the directions given to the franchisee in the agreement are
"substantial" in this sense, is a question which necessarily must be determined, with respect to each agreement, based upon an appraisal of
all provisions contained therein and the effect they have as a whole
upon the ability of the person engaged in the business to make decior having to
sions substantially, without being subject to restrictions
94
obtain the consent or approval of other persons.
As previously noted, the marketing plan is the element into which
manufacturers are most likely to fall unwittingly. Each VAD/VAR program must be reviewed in careful detail to determine how many of the
types of controls and assistance set forth in the FTC Rule are present in
their VAR program. The widely differing standards under whichever
state laws apply must also be closely analyzed. As the cases reviewed
suggest, numerous types of assistance which are normal in the computer
industry may be sufficient to satisfy this element. Manufacturers and
their counsel should review their programs cumulatively to ascertain if
the assistance provided to, and the otherwise appropriate controls they
exercise over, their VARs satisfy the standards of this requirement. This
review should cover all phases of the VAR's relationship with the manufacturer, including those manufacturer personnel responsible for managing the VAR channel, the outside sales force, and product distribution.
This is the most subjective element of the definition of a franchise, and
care and discretion are required.
91. Hydro Air of Conn., Inc. v. Versa Technologies, Inc., 599 F. Supp. 1119, 1124 (D.
Conn. 1984). But see Consumers'Petroleum, 38 Conn. Supp. at 498, 452 A.2d at 125 (1982).
92. Hydro Air, 599 F. Supp. at 1124.

93. Consumers Petroleum, 38 Conn. Supp. at 498, 452 A.2d at 125.
94. California Guidelines, supra note 42.
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4., Community of Interest
The "community of interest" requirement found in certain state
laws95 is, like the marketing plan element, a question of cumulative effect
and subjective judgment. A variety of cases have articulated standards
by which factfinders may determine the existence of the requisite community of interest. A long-term relationship, regardless of other financial
96
factors, may be sufficient.
Under the Wisconsin Fair Dealership Law, a community of interest
has been found in the shared interest of the franchisor and the franchisee
in the promotion of the franchisor's name and reputation for service, integrity and value, and by the substantial investment of the franchisee in
the franchisor's signs and inventory. 97
A substantial capital investment, significant expenditures in promoting the manufacturer's products, and extraordinary end-user customer
support may also satisfy the Wisconsin definition.9 8 One court has found
community of interest where the relationship included ongoing duties of
the distributor with respect to advertising, repair and warranty work,
and maintenance of financial solvency. 99 In Missouri, the mere existence
of profits realized by the manufacturer from the distributor's sales may
be sufficient to satisfy the community of interest element. l°°
In Washington, a mere contractual requirement to purchase. products from the manufacturer for one year and a renewal requirement if
those purchases were in excess of $1,000 during that year was sufficient
to establish the requisite community of interest. 10 1
The Connecticut termination law has been held not
applicable to a
distributor who derived only 3% of its revenues from a manufacturer's
products, because termination would not amount to "ruination" of its
business. 102 Connecticut's community of interest standard may require
95. E.g., Hawaii; Minnesota; South Dakota; Washington; Wisconsin. See infra note 118
for the respective state statutes.
96. E.A. Dickinson & Assoc., Inc. v. Simpson Electric Co., 509 F. Supp. 1241, 1244 (E.D.
Wis. 1981) (25-year relationship sufficient to establish community of interest). See also Ziegler
Co. v. Rexnord, Inc., 139 Wis. 2d 593, 407 N.W.2d 873 (1987) (60-year relationship one factor
in establishing community of interest).
97. Kealey Pharmacy & Home Care Serv., Inc. v. Walgreen Co., 761 F.2d 345, 349 (7th
Cir. 1985).
98. Lakefield Telephone Co. v. Northern Telecom, Inc., 656 F. Supp. 813, 816 (E.D. Wis.

1987).
99. C.A. May Marine Supply Co. v. Brunswick Corp., 557 F.2d 1163 (5th Cir. 1977).
100. American Business Interiors, Inc. v. Haworth, Inc., 798 F.2d 1135, 1139 (8th Cir.
1986) (citing Brown-Forman Distrib. Corp. v. McHenry, 566 S.W.2d 194 (Mo. 1978); ABA
Distributors, Inc. v. Adolph Coors Co., 542 F. Supp. 1272 (W.D. Mo. 1982); Neptune Television v. Litton Microwave, 190 N.J. Super. 153, 462 A.2d 595 (1983)).
101. Lobdell v. Sugar 'N Spice, Inc., 33 Wash. App. 881, 893, 658 P.2d 1267, 1274 (1983).
102. Grand Light & Supply Co., Inc. v. Honeywell, Inc., 771 F.2d 672, 677 (2d Cir. 1985).
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sales of a single manufacturer's products to meet a significant economic
threshold; distributors who sell more than one manufacturer's products
may not have a community of interest with a single manufacturer.
The Wisconsin Fair Dealership Law was previously held not applicable to multi-product distributors which did not pass a de minimis economic hardship test as a result of the termination of a distributorship;

the economic life of the distributor must be dependent upon its relationship with the manufacturer. 1 3 The Foerster test was applied to a
number of multi-line distributorship cases, with amounts as much as
50%-60% of a single manufacturer's goods being found not to satisfy the
de minimis test."°
However, the rule in Foerster was subsequently limited in Kealey
0 o and in Ziegler Co. v. Rexnord,
Pharmacy"
Inc. 10 6 After Ziegler, the
Foerster test is not automatically dispositive and Wisconsin factfinders
should examine a number of other factors to determine whether a "community of interest" exists. These factors include evidence of the-parties'
continuing financial interest in the business and their mutual interdependence. The continuing financial interest might be proved by the distributor's investment in inventory, facilities, or goodwill.'0 7
103. Foerster, Inc. v. Atlas Metal Parts Co., 105 Wis. 2d 17, 25-28, 313.N.W.2d 60, 64-65
(1981).
104. Note, The Wisconsin Supreme Court Takes a Narrow View ofDealer'sFinancialInterest Protected by the FairDealershipLaw, 1985. Wis. L. REV. 155, 179 n. 127 (citing American
TV & Appliance v. Cerwin-Vega, Inc., No. 82-C-834 (W.D" Wis. 1982); O'Leary v. Sterling
Extruder Corp., 533 F. Supp. 1205, 1210-11 (E.D. Wis. 1982)); Meyer v. Kero-Sun, Inc., 570
F. Supp. 402 (W.D. Wis. 1983) (examining Wisconsin Fair Dealership Law, Wis. STAT.
§§ 135.01-.07 (1989)); Milwaukee Sales v. Cooper Industries, No. 638-241 (D. Wis. 1984);
Designs in Medicine, Inc. v..Scanlon International, Inc., No. 600-141 (D. Wis. 1984); American TV and Appliance, Inc. v. Nakamichi [1983-1985 Transfer Binder] Bus. Franchise Guide
(CCH) 8029 (D. Wis. 1983); Bresler's 33 Flavors Franchising Corp. v. Wokosim, 591 F.
Supp. 1533, 1537 (E.D. Wis. 1984); Lakeshore Distrib. Co. v. H. Schmitt Sohne, Inc., 606 F.
Supp. 1, 2 (E.D. Wis. 1984)) (cited in Ziegler Co. v. Rexnord, Inc., 139 Wis. 2d 593, 407
N.W.2d 873 (1987)).
105. Kealey Pharmacy & Home Care Serv., Inc. v. Walgreen Co., 761 F.2d 345 (7th Cir.
1985).
106. Ziegler Co. v. Rexnord, Inc., 139 Wis. 2d 593, 607, 407 N.W.2d 873, 880-82 (1987).
In Ziegler, several factors indicated the necessary interdependence, including the distributor's
primary responsibility for the sale of manufacturer's products within the state, the parties'
joint determination of sales goals, the furnishing of startup and warranty service by the distributor, the provision of required maintenance and parts inventory, the required provision of a
suitable place of business and sufficient personnel, required periodic reporting by the distributor to the manufacturer, and the manufacturer's right to review the distributor's performance.
The factfinder should examine all of these to determine if the community of interest exists.
Although the Ziegler case has been followed in the context of the Wisconsin Fair Dealership
Law (see, e.g., Lakeshore Mach., Inc. v. Thermwood Corp., 117 F.R.D. 429 (E.D. Wis. 1987)),
the Foerster case still requires consideration. See, e.g., Fleet Wholesale Supply Co., Inc. v.
Remington Arms Co., 846 F.2d 1095, 1097 (7th Cir. 1988).
107. Ziegler, 139 Wis. 2d at 607-08, 407 N.W.2d at 880.
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The dealer's "right to sell" the manufacturer's goods to comply with
the law is an important factor in analyzing dealer relationships. A critical question is whether the distributor has any direct relationship with
the customer or is merely authorized to take orders subject to the approval and acceptance by the manufacturer.10 8 In the absence of this
.right to sell directly without manufacturer involvement, no community
of interest will be found.
E.

Regulation of Franchising

The consequences of being a "franchise" are numerous and can be
quite significant to computer manufacturers. Federal and state laws and
regulations governing the sale of franchises require the preparation of a
comprehensive disclosure document. In certain states, the registration of
the disclosure document and the review and approval of the state's securities or corporations regulators must precede any activity related to the
offering of the franchise in those states. This disclosure document must
be delivered to the prospective franchisee for review before any agreement with the franchisor is signed. Finally, many states have "relationship-termination" laws governing the reasons for and methods of
terminating dealer relationships. These laws and the administrative process related to registration vary among states and the states differ vastly
from the federal requirements. This lack of uniformity is a source of
constant irritation and concern.' 0 9 These and other factors may require
computer manufacturers to change traditional practices in an industry
where manufacturers have become comfortable with the extent and kind
of controls which they maintain over their VADs and VARs.
108. See, e.g., Bush v. National School Studios, Inc., 131 Wis. 2d 435, 442, 389 N.W.2d 49,

52 (1986), affid, 139 Wis. 2d 635, 407 N.W.2d 883 (1987); Lakefield Tel. Co. v. Northern
Telecom, Inc., 696 F. Supp. 413, 420 (E.D. Wis. 1988). Contra, O'Leary v. Sterling Extruder

Corp., 533 F. Supp. 1205 (E.D. Wis. 1982).
In Wilburn v. Jack Cartwright, Inc., 719 F.2d 262 (7th Cir. 1983), the Circuit Court
reversed the District Court, which had found the "right to sell" based on the representative's

activity of visiting customers, discussing customer needs, working out custom features of customer orders, establishing prices to be charged through various discount plans, and preparing

order forms for the customers to be sent to the manufacturer. In the eyes of the District
Court, this satisfied the "right to sell" element of the community of interest requirement under
the Wisconsin Fair Dealership Law. This case is an excellent example of how the same facts

can be interpreted in a contrary manner by different factfinders, with potentially devastating
consequences for the manufacturer.
109. See, e.g., Rupert M. Barkoff, The Searchfor Uniformity in FranchiseSales Regulation:

Don Quixote Rides Again?, Remarks at the American Bar Association Forum on Franchising,
Twelfth Annual Forum (Oct. 12, 1989).
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Franchise sales were not regulated by specific laws until California
enacted its Franchise Investment Law in 1970. ° Although franchising
had been well established as a distribution method in the United States
before World War II, its primary application was limited to the oil, automobile, and soft drink industries. The number of franchised locations
increased by 350% from 1950 to 1965, and the number of franchisors
increased 1200% during the same period."' This period also saw a dramatic expansion of the types of businesses which operated under a
franchise distribution concept. This explosive growth was accompanied
by many abuses in franchise sales practices." 2 Following California's
example, thirteen other states have enacted specific legislation requiring
the registration of franchise offerings" 3 and, in 1979, the Federal Trade
Commission promulgated the FTC Rule." 4
1. Registration and Disclosure

The FTC Rule and most of the applicable state laws require the
preparation and delivery of a comprehensive disclosure document to
each prospective franchisee at least ten days before any franchise sale
may be consummated. The disclosure document must be updated with
the state regulators whenever there are material changes affecting the
content of the disclosure document, and at least annually.
The FTC Rule, which generally requires this disclosure in all states,
does not require administrative review and registration of the disclosure
document, but sets minimum legal standards for required disclosures." 5
110. The California Franchise Investment Law became effective January 1, 1971. See CAL.
CORP. CODE §§ 31000-31516 (West 1989).
111. See Statement of Basis and Purpose Chap. II, supra note 5.
112. Id.
113. See infra notes 118 for list of respective state statutes.

114. FTC Rule, supra note 20, at § 436.1.
115. The content of the required disclosure document is governed by a choice of two standardized formats. The Uniform Franchise Offering Circular (UFOC) format, originally developed by the Midwest Securities Commissioners Association in 1975, is now administered by
the North American Securities Administrators Association (NASAA). See NASAA Rep.
(CCH) 4001 (1988). The FTC contains its own requirements. for the required disclosure
document, but use of the UFOC satisfies the FTC Rule. See Introduction to Uniform
Franchise Offering Circular, Bus. Franchise Guide (CCH) 5700 (1989). Certain states (most
notably California) do not accept the FTC Rule's format, but the UFOC format is accepted in
all of the so-called registration states. See infra note 118 and accompanying text. Thus, use of
the UFOC format is most common. The information required by the UFOC format disclosure
document is outlined in the following categories:
1. The franchisorand any predecessors.
2. Identity and business experience of persons affiliated with the franchisor.
3. Litigation. This item requires disclosure of past and present litigation or arbitration relating to the franchise system, and any civil or criminal litigation involving any
allegations of fraud, embezzlement, fraudulent conversion, restraint of trade, unfair

HASTINGS COMM/ENT L. J.

[Vol. 12:33

The FTC Rule, although it applies nationally, preempts state law only in
or deceptive practices, misappropriation of property, or comparable allegations, and
violations of any franchise law.
4. Bankruptcy. This item requires disclosures of bankruptcies of the franchisor or
any predecessor, or of any officer or general partner of the franchisor, or of any other
company in which an officer or general partner of the franchisor was also an officer
or general partner during the 15-year period prior to the offering.
5. Franchisee'sinitialfranchisefee or other initialpayment.
6. Otherfees. This item requires disclosuie of any royalties, service fees, training
fees, lease payments, advertising fees, or other payments required to be made by the
franchisee to the franchisor.
7. Franchisee'sinitialinvestment. This item requires a comprehensive presentation
of expenditures, either actual or estimated, to be made by the franchisee in connection with the establishment of the franchise business. Detailed disclosure is required
in the following categories:
A. real property, whether or not financed by contract, installment, purchase or
lease;
B. equipment, fixtures, other fixed assets, construction, remodelling, leasehold
improvements, and decorating costs, whether or not financed by contract, installment purchase, or otherwise;
C. inventory required to commence operation;
D. security deposits, other prepaid expenses, and working capital required to
commence operation; and
E. any other payments the franchisee is required to make in order to commence operations.
8. Obligations of the franchisee to purchase or lease from designatedsources. This
item requires disclosure of all obligations of the franchisee, arising out of the
franchise agreement or any other device or practice, to purchase from the franchisor
or from any supplier approved by the franchisor any goods, services, supplies, fixtures, equipment, inventory, or real estate related to the establishment or operation
of the franchise business.
9. Obligations of the franchisee to purchase in accordance with specificationsorfrom
approved suppliers. This item requires disclosure of all franchisee obligations, arising
from the franchise agreement or by other device or practice, to purchase or lease in
accordance with franchisor specifications, or from suppliers approved by the
franchisor, any goods, services, supplies, fixtures, equipment, inventory, real estate,
or other items relating to the establishment or operation of the franchise business.
10. Financingarrangements. This item requires disclosure of financing provided to
the franchisee by the franchisor or any affiliate, including a description of any third
party relationships and related sale, assignment, or discounting practices.
1I. Obligations of the franchisor;other supervision, assistanceor services. This item
requires disclosure of the initial and ongoing assistance to be provided by the
franchisor to the franchisee in connection with the startup and operation of the
franchise business. This item requires disclosure of items which are required by the
franchise agreement, as well as other types of assistance which may be provided .by
the franchisor. The franchisee training program must be described in some detail,
including mandatory and optional training programs, the location, duration, and
content of the programs, training fees and expenses for the programs, and the relevant experience of instructors.
12. Exclusive area or territory. If territorial exclusivity is a feature of the program,
this item requires disclosure of the nature and extent of the territorial rights granted,
including any rights retained by the franchisor to operate company-owned locations
or to sell to customers within the territory, a description of whether continuation of
the rights is dependent upon the achievement or maintenance of any sales volume,
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market penetration, or other contingency, and a description of any circumstances
under which the rights may be altered.
13. Trademarks, service marks, trade names, logotypes and commercial symbols.
This item requires a listing of all trademarks, service marks, trade names, logotypes,
and other commercial symbols used in connection with the operation of the franchise
business, including the status of any federal and state registrations, and the existence
of any limitations or infringements of use of the marks.
14. Patents and copyrights. This item requires disclosure of any patents or copyrights which are material to the franchise, their relationship to the franchise, and the
terms and conditions under which the franchisee may use them, including duration,
intent to renew copyrights, and other information comparable to the requirements of
item 13.
15. Obligationof the franchisee to participatein the actual operation of the franchise
business.
16. Restrictions on the goods and services offered by the franchisee. This item requires disclosure of the nature and extent of any restrictions or limitations in the
franchise agreement or in any device or practice of the franchisor on the goods or
services which may be offered by the franchisee, or the types of customers to whom
such goods or services may be offered.
17. Renewal, termination, repurchase, modification and assignment of the franchise
agreementand related information. This item requires a comprehensive and detailed
disclosure of the provisions in the franchise agreement governing in-term and postterm relations, including assignment, renewal, and termination. Post-termination
obligations of the franchisor, including any obligations to repurchase inventory
whether from an agreement or under state law, and of the franchisee, including covenants not to compete, must be included. (Registration states usually require some
reference that their relationship/termination statutes will prevail over any conflicting
provision of the agreement.)
18. Arrangements with public figures. This item requires disclosure relating to the
involvement of any public figure in the franchise, but does not include the use of the
public figures as product endorsers.
19. Actual, average, projected or forecasted franchisee sales, profits, and earnings.
This item requires disclosure of any actual, average, projected, or forecast earnings of
specific franchisees. The purpose of this item is to focus attention on what may be
the most significant area of abuse in franchise sales techniques.'
Franchisors are not required to give earnings claims. However, if the choice is
made to make such claims (and the kind and nature of information provided to franchisees may be construed as an earnings claim), then the franchisor should be especially careful that there is a reasonable, sustainable basis for such claims. See, e.g.,
Final Guides, supra note 22. This item has been the subject of considerable revision
in recent years.
20. Information regardingfranchises of the franchisor. This item requires disclosure in considerable detail of the total number of franchisee-owned locations and the
number of company-owned locations, (both systemwide and in each state), the total

number of franchises which were cancelled, terminated, or not renewed during the
preceding 3 fiscal years, and the name, address, and telephone number of at least 10
franchisees in the state (or proximately located to the state) and the total of all
franchises in the state which were terminated, cancelled, not renewed, or which
otherwise ceased to do business under the franchise agreement during the prior 12
months.
21. Financialstatements. This item requires the inclusion of audited financial statements of the franchisor or a controlling company, including profit and loss statement
for the preceding three fiscal years and a balance sheet for the last fiscal year; an
unaudited balance sheet for interim periods may also be required. Controlling com-
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certain limited areas" 16 and the states are free to adopt stricter regulatory
schemes." 7 Fourteen states have their own registration laws,' 8 which
require administrative review and registration of the disclosure document
and other sales materials before any franchise sales activity in the state.
These laws are essentially similar in their focus and content, but the administrative requirements for compliance vary considerably from state to
state.
The administrative review process varies widely in the states which
require review and approval. Michigan requires only a one-page filing,
but most others require submission of the disclosure document and certain supplemental information describing such features of the business as
the status of other franchise registrations and the identity and experience
of all franchise salespersons. Filing fees range from $50 to $750, with
pany statements may be permitted by state law. Separate statements are required for
each franchisor and any company controlling more than 80% of a franchisor also
must file its statements.
22. Contracts.
23. Acknowledgement of receipt of offering circular.
116. Most importantly for the purposes of this Article, the definition of a franchise under
the FTC Rule may be more expansive than certain state law definitions. In addition, the FTC
Rule preempts state law in (1) its definition of the franchisor, (2) its broader requirement of
information than certain state laws, and (3) the timing requirements for disclosure. See FTC
Rule, supra note 20; Final Guides, supra note 22, at 49971.
117. FTC Rule, supra note 20, at § 436.3 n.2.
118. California: California Franchise Investment Law, CAL. 'CORP. CODE §§ 31000-31516
(West 1989 & Supp. 1989).
Hawaii: Hawaii Franchise Investment Law, HAW. REV. STAT. §§ 482E-1 to -12 (1985).
Illinois: Illinois Franchise Disclosure Act of 1987, ILL. ANN. STAT. ch. 121 1/2,
17011743 (Smith-Hurd 1984 & Supp. 1989).
Indiana: Indiana Franchises Law, IND. CODE ANN. §§ 23-2-2.5-1 to 23-2-2.5-51 (West
1989).
Maryland: Maryland Franchises Registration Law, MD. CODE ANN. art. 56, §§ 345-65
(1980).
Michigan: Michigan Franchise Investment Law, MICH. COMP. LAWS §§ 445.1501-.1546
(1989).
Minnesota: Minnesota Franchises Law, MINN. STAT. ANN. §§ 80C.01-.22 (West 1986 &
Supp. 1990).
New York: New York Franchises Law, N.Y. GEN. Bus. LAW, §§ 680-94 (McKinney
1984 & Supp. 1990).
North Dakota: North Dakota Franchise Investment Law, N.D. CENT. CODE §§ 51-1901 to -19-17 (1989).
Rhode Island: Rhode Island Franchise and Distributorship Investment Regulations Act,
R.I. GEN. LAWS §§ 19-28-1 to -28-15 (1989).
South Dakota: South Dakota Franchises for Brand-Name Goods and Services Law, S.D.
CODIFIED LAWS ANN. §§ 37-5A-1 to -5A-87 (1986 & Supp. 1989).
Virginia: Virginia Retail Franchising Act, VA. CODE ANN. §§ 13.1-557 to. 1-574 (1989).
Washington: Washington Franchise Investment Protection Act, WASH. REV. CODE
ANN. §§ 19.100.010-.940 (1989).
Wisconsin: Wisconsin Franchise Investment Law, Wis. STAT. ANN. §§ 553.031(1) (definition), 553.3 (filing) (West 1988); Wis. ADMIN. CODE § 35.02(2) (West 1982).
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additional fees for review of such items as franchise sales advertising' 19
and franchise salesperson registrations. 120 Registration states may require that all initial franchise fees be held in escrow pending the
franchisor's performance of all startup obligations to the franchisee. Depending upon the financial strength of the franchisor, additional bonding
or the guaranty of a corporate parent or affiliate may also be required to
assure that the franchisor will perform its obligations to its franchisees.
Some kinds of relationships are exempt from the FTC Rule. 2 ' One
of the most important exemptions is the "fractional franchise" exemption
in the FTC Rule.' 22 Franchises which have been in business longer than
two years and are not expected to have more than 20% of their gross
sales receipts from the products of one manufacturer are outside the
scope of the FTC Rule.
119. Advertising must be filed in the following states. Its content is subject to statutory
definition and limitations.
California: CAL. CORP. CODE §§ 31003 (definition), 31156 (filing) (West 1977 & Supp. 1989);
CAL. ADMIN. CODE, tit. 10, § 310.156.1 (contents) (West 1980).
Illinois: ILL. REV. STAT. ch. 85-551,
3(17) (definition), $ 30 (filing) (Smith-Hurd 1984 &
Supp. 1989); ILL. ADMIN. CODE tit. 14, §§ 200.300-.304 (contents) (1981).
Indiana: IND, CODE ANN.
tents) (West 1989).

§§

23-2-2.2.5-1 (definition), 23-2-2.5-25 (filing), 23-2-2.5-26 (con-

Maryland: MD. CODE ANN., art. 56, §§ 345(b) (definition), 350A (filing) (1980); MD. REGS.
CODE tit. 2, § 03(B) (contents) (Michi 1979 & Supp. 1983).
Michigan: MICH. COMP. LAWS §§ 445.1502 (1) (definition), 445.1524 (filing), 445.1525 (contents) (1989).
Minnesota: MINN. STAT. ANN. §§ 80C.01 (definition), 80C.09 (filing and contents) (West
1986 & Supp. 1989).
New York- N.Y. GENERAL Bus. LAW §§ 681(1) (definition), 683(7) and (11) (contents) (McKinney 1984 & Supp. 1990); N.Y. COMP. CODES R. & REGS. tit. 13, § 200.09 (filing and
contents).
North Dakota: N.D. CENT. CODE §§ 51-19-02(1) (definition), 51-19-10(1) (filing), 51-19-0(2)
(contents) (1989).
Rhode Island: R.I. GEN. LAWS §§ 19-28-3 (definition), 19-28-6 (filing and contents) (1989).
South Dakota: S.D. CODIFIED LAWS ANNO.
5A-45 (contents) (1986 & Supp. 1989).

§§

37-5A-5(1) (definition), 37-5A-44 (filing), 37-

Washington: WASH. REV. CODE ANN. §§ 19.100.010(1) (definition), 19.100.100 (filing),
19.100.110 (contents) (1989); WASH. ADMIN. CODE § 460-80-500 (contents) (1988).
Wisconsin: WIs. STAT. ANN. §§ 553.031(1) (definition), 553.3 (filing) (West 1988); Wis. ADMIN. CODE § 35.02(2) (contents) (West 1982).
120. Franchise salespersons must be separately registered in Washington. WASH. ADMIN.
CODE § 460-82-200 (1988).
121. Other exemptions under the FTC Rule apply to purely verbal agreements, leased departments, bona fide employment arrangements, partnerships, retailer-owned cooperatives,
certifications and testing services, and single trademark licenses. See FTC Rule, supra note 20,
at § 436.2(3)(a),(4).

122. FTC Rule supra note 20, at

§ 436.2(a)(5)(h).
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Various states permit exemptions from registration for "large
franchises."' 23 This does not exempt the franchisor from compliance
with the state statutory disclosure obligation or the FTC Rule. The only
practical value to this exemption is avoidance of the state administrative
process.
Franchisor noncompliance with the registration and disclosure laws
can have serious consequences, including the creation of franchisee rights
to rescind franchise agreements, to obtain refunds of payments to
franchisors and, in some cases, to treble damages. Franchisors may also
face civil and criminal penalties for regulatory infractions. Recent FTC
actions have been enforced by freezing the assets of the franchisor and its
officers and directors. 124 Most states hold' officers and participants individually liable for all violations, and willful violations of these laws are
classified as felonies with the possibility of fines and of jail terms of up to
123. The criteria for qualification as a "large franchisor" vary from state to state. Generally, substantial net worth, a significant number of franchisees, and a reasonable period of time
in the franchise business are required.
California: California Franchise Investment Law, CAL.CORP. CODE §§ 31101-03 (West 1977
& Supp. 1989) ($5 million net worth, or $1 million net worth of parent with $5 million net
worth and has had at least 25 franchisees in operation for 5 years, and provides a UFOC
otherwise in compliance with California law);
Indiana: IND. CODE ANN. §§ 23-2-2.5-3 (West 1989) (California standard);
New York: New York Franchise Law, N.Y. GENERAL Bus. LAW § 684 (McKinney & Supp.
1990) (same as California standard upon application and approval; otherwise automatic for
franchisors with $15 million net worth, or $3 million net worth subsidiary of parent with $15
million net worth);
North Dakota: N.D. CENT. CODE § 51-19-04 (1989) (net worth of $10 million, or subsidiary
of parent with $10 million and subsidiary has $1 million net worth; otherwise similar to California requirements);
Rhode Island: R.I. GEN. LAWS § 19-28-4 (1989) (California standard, except that only ten
franchisees within Rhode Island required);
South Dakota: S.D. CODIFIED LAWS ANNO. §§ 37-5A-12 to 37-5A-14 (1986 & Supp. 1989)
($10 million net worth and 25 franchisees in United States; no parent exception).
Other exemptions are available in other registration states. However, these exemptions
are not of particular value to most franchisors in a "usual" franchise sale.
Hawaii: HAW. REV. STAT. § 482E-4 (1985).
Illinois. ILL. REV. STAT. ch. 121 1/2,
1724-1726 (Smith-Hurd Supp. 1989);
Maryland: MD. ANN. CODE art. 56, § 348 (1988);
Michigan: MICH. COMP. LAWS ANN. § 445.1506 (West 1989).
Minnesota: MINN. STAT. ANN. § 80C.03 (West 1986 & Supp. 1990).
124. Remarks of Commissioner Terry Calvani to the American Bar Association Forum on
Franchising, Twelfth Annual Forum (Oct. 12, 1989).
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ten years. 125 One recent case has resulted in a RICO verdict against a
franchisor and its officers. 126
Several states, including some "non-registration" states impose
other penalties on franchisors for knowing misrepresentations or omis125. Private civil actions are available under the following statutes:
California: CAL. CORP. CODE § 31300 (West 1977 & Supp. 1989).
Hawaii: HAW. REV. STAT. § 482E-9(b) (1985).

Illinois: ILL. ANN. STAT. Ch. 121 1/2,

1726 (Smith-Hurd Supp. 1989).

Indiana: IND. CODE ANN. §§ 28-29 (West 1989).

Maryland.- MD. CODE ANN. art. 56, § 365 (1980).
Michigan: MICH. COMP. LAWS ANN. § 445.1531 (West 1989).
Minnesota: MINN. STAT. ANN. § 80C. 17 (West 1986 & Supp. 1989).
New York: N.Y. GEN. Bus. LAW § 691(1) (McKinney & Supp. 1990).
North Dakota: N.D. CENT. CODE § 51-19-12 (1989).
Rhode Island: R.I. GEN. LAWS § 19-28-9 (1989).
South Dakota: S.D. CODIFIED LAWS ANN. §§ 37-5A-83, 37-5A-85 (1986 & Supp. 1989).
Virginia: VA. CODE ANN. § 13.1-571 (1989).
Washington: WASH. REV. CODE ANN. § 19.100.190(3)

(1989).

Wisconsin: WIS. STAT. ANN. § 553.51(2) (West 1988).
Civil penalties for noncompliance with the franchise laws are set forth in the following
statutes:
California: CAL. CORP. CODE § 31405 (West 1977 & Supp. 1989).
Hawaii: HAW. REV. STAT. § 482E-9 (1985).

Illinois.- ILL. ANN. STAT. ch. 121 1/2 $ 1724 (Smith-Hurd Supp. 1989).
Minnesota: MINN. STAT. ANN. § 80C. 16 (West 1986 & Supp. 1989).
South Dakota: S.D. CODIFIED LAWS ANN. § 37-5A-78 (1986).

Virginia: VA. CODE ANN. § 13.1-570 (1989).
Washington: WASH. REV. CODE ANN. § 19.100.210 (1989).

The possibility of criminal liability for noncompliance is provided by the following
statutes:
California: CAL. CORP. CODE §§ 31404, 31410, 31411, (West 1977 & Supp. 1989).
Hawaii: HAW. REV. STAT. § 482E-9 (1985).

Illinois: ILL. REV. STAT. ch. 121 1/2,

1725 (Smith-Hurd Supp. 1989).

Indiana: IND. CODE ANN. §§ 36-37 (West 1989).
Maryland: MD. CODE ANN. art. 56, § 365A (1980).
Michigan: MICH. COMP. LAWS § 445.1538 (West 1989).
Minnesota: MINN. STAT. ANN. § 80C.16 (West 1986 & Supp. 1989).

New York: N.Y. GEN. Bus. LAW § 690 (McKinney & Supp. 1990).
North Dakota: N4.D. CENT. CODE § 51-19-14 (1989).
Rhode Island: R.I. GEN. LAWS § 19-28-11 (1989).
South Dakota: S.D. CODIFIED LAWS ANN. §§ 37-5A-76, 37-5A-79 (1986).
Virginia: VA. CODE ANN. § 13.1-569 (1989).
Washington: WASH. REV. CODE ANN. § 19.100.210 (1989).
Wisconsin: WIs. STAT. ANN. § 553.52 (West 1988).

126. Symes v. Bahama Joe's, Inc. [1987-1989 Transfer binder] Bus. Franchise Guide
(CCH) 9463 (D. Mass. Aug. 9, 1989).
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sions of material facts in statements to franchisees. 12 7 Numerous
states'
1 28
relationships.
franchisor-franchisee
to
apply
acts
FTC"
"Little
2.

Relationship and Termination Laws

State relationship and termination laws regulate the franchisor-franchisee relationship after it has been established and define the permissible
circumstances and manner for its termination.1 29 Litigation under these
127. Arkansas designates fraudulent activity, or the knowing misrepresentation or omission of any material fact in connection with the offer, sale, purchase, transfer, or assignment of
a franchise as a felony. ARK. STAT. ANN. § 4-72-201 (1987). Florida's Franchises and Distributorships Law prohibits intentional misrepresentations, including by omission, relating to
the probability of success of a franchise, the "known required total investment," or the oversaturation of franchises in a market area. FL. STAT. § 817.416 (1987). Mississippi prohibits
misrepresentations of earnings. MISS. CODE ANN. § 75-24-55 (1989). Oregon requires disclosure and filing with the state upon consummation of a sale. OR. REV. STAT. §§ 650.005-.250
(1988). Wisconsin designates certain violations of its Franchise Investment Law as "racketeering activities" within the meaning of its Organized Crime Control Act. WIs. STAT. § 946.82
(1985-86).
128. The various state "Little FTC Acts," which like their namesake, are general purpose
consumer protection statutes, vary in kind and degree. Most states have some version of these
acts, but they vary widely in their purpose and content. Some focus on individual, non-commercial consumers, but others include businesses and thus may include franchisees within their
protective ambit. Some franchise statutes contain the law within their text; others grant rights
under the franchise laws by cross-reference to a separate act. Others are wholly separate from
the applicable franchise law and may or may not provide specific additional remedies to franchisees. The following is a partial list of the so-called "Little FTC Acts," which have been
held applicable to franchise or business opportunity arrangements:
Alabama: ALA. CODE §§ 8-19-1 to 8-19-5 (1989).
District of Columbia: D.C. CODE ANN. §§ 28-3901 to 28-3908 (1981).
Florida: FLA. STAT. §§ 501.201-.213 (1988).
Indiana: IND. CODE ANN. §§ 24.-5-0.5-4(c) (West 1989).
Massachusetts: MASS. GEN. LAWS ANN. ch. 93A §§ 1-11 (West 1989).
Oregon: OR. REV. STAT. §§ 646.605-.656 (1988).
Tennessee: TENN. CODE ANN. §§ 47-18-101 to -117 (1988).
Utah: UTAH CODE ANN. §§ 13-11-1 to -11-23 (1986).
Virginia: VA. CODE ANN. § 59.1-196-.207 (1989).
129. The following is a list of applicable state relationship-termination laws; there is no
applicable federal law:
Arkansas: Arkansas Franchise Practices Act, ARK. STAT. ANN. §§ 4-72-201 to -206 (1988).
California: California Franchise Relations Act, CAL. Bus. & PROF. CODE §§ 20000-40 (West
1989).
Connecticut: Connecticut Franchises Law, CONN. GEN. STAT. §§ 42-133e to -1331 (1987 &
Supp. 1989).
Delaware: Delaware Franchise Security Law, DEL. CODE ANN. tit. 6 §§ 2551-2556 (1975 &
Supp. 1988).
Districtof Columbia: District of Columbia Franchising Act of 1988, D.C. CODE. ANN. §§ 291201 to -1208 (1981).
Hawaii: Hawaii Franchise Rights and Prohibitions, HAW. REV. STAT. § 482E-6 (1988).
Illinois: Illinois Franchise Disclosure Act of 1987, ILL. ANN. STAT. ch. 121-1/2, 1701-1743
(Smith-Hurd Supp. 1989).
Indiana: Indiana Deceptive Franchise Practices Law, IND. CODE ANN. §§ 23-2-2.7-1 to .7-7
(West 1989).
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statutes provides many instructive examples of answers to the basic question: what is a franchise? The registration and disclosure statutes are
significant in terms of technical compliance, while the relationship and
termination statutes are useful in determining what elements of a relationship between a distributor and a manufacturer may satisfy, or avoid,
application of the label "franchise," and the required compliance which
may result.
These laws do not all have the same objectives but the regulated
conduct falls into four basic categories. First, during the term of the
franchise agreement, these laws protect the succession rights of the franchisee to sell or transfer the franchise upon the death of the principal
owner of the franchise. 130 Second, termination or cancellation of the
franchise by the franchisor is generally limited to good cause and may be
subject to a variety of procedural requirements. 13 ' Third, the franchisor
may be required by these laws to repurchase from the franchisee inventory and other items associated with the franchise. 132 Finally, if a
franchisor decides not to renew a franchise at the end of its term, then
the franchisor may be required to permit its franchisee to sell the
franchise to another, otherwise qualified franchisee.13 3 These laws may
also prohibit franchisor enforcement of any contractual noncompete
34

covenants. 1

Michigan: Michigan Franchise Investment Law, MICH. CoMP. LAWS ANN. §§ 445.1507-

.1546 (West 1989).
Minnesota: Minnesota Franchises Law, MINN. STAT. ANN. §§ 80C.14-.22 (West 1986 &
Supp. 1990).
Mississippi: Mississippi Franchises Law, Miss. CODE ANN. §§ 75-24-51 to -61 (Supp. 1989).
Missouri: Missouri Franchises Law, Mo. REV. STAT. §§ 407.400-.420 (1979 & Supp. 1989).
Nebraska: Nebraska Franchise Practices Act, NEB. REV. STAT. §§ 87-401 to -414 (1987).
New Jersey: New Jersey Franchise Practices Act, N.J. REV. STAT. §§ 56:10-1 to -29 (1989).
North Dakota: North Dakota Inventory Repurchase Law, N.D. CENT. CODE §§ 51-20.2-01
to -03 (1989). (This law exempts dealers covered by the North Dakota Franchise Investment
Law, N.D. CENT. CODE §§ 51-19-01 to -17 (1989), so manufacturers may be "caught between
a rock and a hard place" in North Dakota.).
Virginia: Virginia Retail Franchising Act, VA. CODE ANN. §§ 13.1-557 to -574 (1989).
Washington: Washington Franchise Investment Protection Act, WASH. REV. CODE
ANN.§§ 19.100.180 and 19.100.190 (1989).
Wisconsin: Wisconsin Fair Dealership Law, WIs. STAT. ANN. §§ 135.01-.07 (West 1988).
Puerto Rico: Puerto Rico Dealers' Contracts Law, P.R. LAWS ANN. tit. 10, §§ 278-278d
(1978 & Supp. 1988).
Virgin Islands: Virgin Islands Franchised Business Law, V.I. CODE ANN. tit. 12A, §§ 130-139
(1982 & Supp. 1989).
130. See, e.g., California Franchise Relations Act, CAL. Bus. & PROF. CODE

(West 1989).
131. Id. at
132. Id. at
133. Id. at
134.

§§ 20020-21.
§ 20035.
§§ 20025-26.

IND. CODE. ANN.

§

23-2-2.7-1 (West 1989).

§

20027

64

"
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The succession rights of a surviving spouse, heirs, or estate of a de135
ceased franchisee are protected by most of the relationship laws.
These laws may give the successors a period to qualify as a franchisee, or
to hire a qualified manager, or to sell the franchise to another, otherwise
qualified franchisee.'

36

The termination laws. limit the reasons and. methods which a
franchisor may use to terminate or cancel a franchise. Generally, these
laws prohibit the termination of a franchise except for good cause; good
cause includes situations where a franchisee meets one or more of several
tests. These tests include:

37

*
*
•
*
*
*

violation of a lawful provision of the franchise agreement;
insolvency of the franchisee's business;
abandonment of the franchisee's business;
the franchisee's conviction of a felony;
loss of the lease for the franchised location;
the franchisee's nonpayment of sums owed to the franchisor after a
reasonable period;
* the franchisee's failure to satisfy a levy of execution after a reasonable period;
* noncompliance with federal, state or local laws or regulations;
* conduct which reflects materially and unfavorably upon the operation of the franchise system, or which endangers public health.
A notice period may be required before franchise termination, during
which the franchisee must be given an opportunity to cure defaults. If
the franchisee fails to cure the defaults after notice, the franchisor may
terminate the franchise with good cause.
Various state laws prohibit unreasonable restrictions on the transfer
of a franchise; 38 unreasonable conduct, unfair dealings, or discrimination with or among franchisees; 3 interference with free association of
franchisees;" 4 contractual provisions requiring a release from liability or
an unreasonable noncompete covenant;'' or violations of a franchisee's
territorial rights. 42
The franchise relationship laws may also govern the renewal rights
of franchisees. If a franchisor elects not to renew a particular franchisee,
it may be required to give significant prior notice of nonrenewal to the
franchisee and to permit the franchisee to sell its business to an otherwise
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qualified successor. 4 3 The franchisor may also, be prohibited from enforcing contractual covenants-not-to-compete against the former
franchisee.'"
Repurchase obligations may be imposed upon the franchisor in the
event of termination or nonrenewal of the franchise. These obligations
may include inventory, supplies, equipment, or furnishings purchased in
connection with the operation of the. franchise; this is usually computed
at franchisee's net cost and is limited to items purchased from -the
franchisor or from approved suppliers."'
Violations of these laws can result in significant franchisor exposure.
Injunctive relief is usually available to the franchisee and a private right
of action for damages may exist. 146 Damages, costs,' and reasonable attorneys' fees also may be recovered by the' successful claimant.
In summary, the laws regulating franchising can be complex and the
consequences of noncompliance can be severe. Each manufacturer
should carefully examine its VAD/VAR program to determine whether it
falls within the definition of a franchise. If all elements are not satisfied,
then that VAD/VAR program is not a franchise. But if the VADs and
VARs are franchisees, then the manufacturer must comply with all applicable laws and regulations.
.

III
Conclusion
If the franchise laws are applicable to a particular, VAD/VAR program, then the consequences of manufacturer noncompliance are significant. The range of remedies available to franchisees may include
rescission, restitution, and treble damages. Civil and criminal penalties
on the federal and state levels may also be imposed on the manufacturer.
These potentially disastrous consequences require the prudent manufacturer to review its VAD/VAR programs and structure them either to
avoid the application of, or to comply with, these laws.
Each computer products manufacturer offers a different combination of programs to, and exercises a wide range of control over the activities of, their VADs and VARs. Each manufacturer should examine these
programs and controls in detail, in light of the statutes and cases discussed in this Article, to determine if they are, in fact, offering
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"franchises" to their VADs and VARs and, therefore, if compliance with
the franchise laws is necessary.

